This study solves the dispute between the free cash flow and tunneling hypotheses in explaining the role of cash dividends on asset expropriation of the controlling shareholders in Chinese listed firms. Investors value more the cash dividends and the cash holdings of firms with lower ownership control than those of firms with higher ownership control. This is more consistent with the tunneling hypothesis. However, when investment opportunities are considered, the free cash flow hypothesis better explains firms' dividend policy. Investors value more the cash dividends of firms with fewer investment opportunities and higher probability of expropriation. This study indicates that investors are concerned with the potential asset expropriation through cash payouts, unless firms possess high growth opportunities.
Introduction
Growing firms have a strong incentive to hold large amounts of cash to support investment opportunities because external financing is too costly for these firms due to the high degree of information asymmetry, especially in emerging markets (Mueller, 2006) . The shareholders in these firms thus face a tradeoff between losing high-return opportunities if the firms pay out too much cash and suffering the agency problem of excess cash holdings if they retain too much cash. Agency theory thus suggests that effective corporate governance mechanisms provide investors in growing firms with better protection, meaning the shareholders in these firms will accept a higher level of cash holdings (Chen, 2008) and a lower level of cash dividends. For instance, Pinkowitz, Stulz, and Williamson (2006) find that investors place less value on the liquid assets and more value on the cash dividends of firms in countries with poor investor protection.
In the past two decades, China has demonstrated itself to be among the fastest growing economies in the world, and thus has attracted a great deal of attention from academic researchers and practitioners. Many listed firms experienced a high-growth stage during this 20-year period and raised a substantial amount of funds from capital markets to fund their projects. Even though these firms pay out a high level of cash dividends, active fund raising from the capital markets provides them with a high level of cash holdings. According to the agency theory-based literature (eg, Chen, 2008) , the acceptance of large cash holdings in these firms depends on the quality of investor protection. A common proxy for such protection is insider ownership (Opler et al., 1999; Ozkan and Ozkan, 2004; Pinkowitz et al., 2006; Chen, 2008) . Studies applying such a proxy indicate that a higher level of insider ownership represents better shareholder protection, because the interests of insiders are better aligned with those of outside shareholders when insiders own a certain percentage of the company (eg, 5% in Opler et al. [1999] ). However, this proxy for shareholder protection may not be suitable for Chinese listed firms due to their different ownership structure.
Most listed firms in China were originally state-owned enterprises (SOEs). These firms were privatized in a partial-share-issuing fashion to maintain state control while raising funds to improve the financial position of unprofitable SOEs. Because of this state control, the performance of Chinese firms is often negatively associated with ownership concentration or state ownership (Qi, Wu, and Zhang, 2000; Chen, 2001; Wei, Xie, and Zhang, 2005) , although such control sometimes offers these firms certain preferential benefits, such as easy access to external funds (Fan, Wong, and Zhang, 2005; Wang, Wong, and Xia, 2008) . Given the evidence of the negative consequences of state control, however, the interests of the shareholders in Chinese firms with a higher degree of ownership control may be less protected. Accordingly, the free cash flow hypothesis of agency theory suggests that shareholders prefer more cash dividends and less cash holdings in firms in which ownership is highly concentrated. However, there is also a body of literature arguing that greater cash payouts provide evidence to support the tunneling hypothesis, because state-controlled shares are generally non-tradable and thus cannot realize any capital appreciation from the markets (Lee and Xiao, 2004; Chen, Jian, and Xu, 2009) . Tunneling company assets via large cash payouts thus allows the state to ease the financial constraints of poorly performing SOEs.
The aim of this study is to resolve the dispute between proponents of these two competing hypotheses by first identifying the problems of both in explaining cash holdings and cash dividends in Chinese listed firms, and then investigating the value of these holdings and dividends in firms with a high and low degree of ownership control and in those with a high and low probability of asset expropriation.
In China, cash dividends are required from firms intending to raise funds through equity after their initial offerings (Lee and Xiao, 2004; Chen, Jian, and Xu, 2009 ). Some studies have found that state-controlled firms and those with a higher ownership concentration are likely to pay out a higher level of cash dividends and, consequently, greater rights offerings (Lee and Xiao, 2004; Lin et al., 2010) . That is, although these firms consistently pay out substantial cash dividends, they do not necessarily face financial constraints because of their access to external financing. Thus, these firms may maintain large cash holdings while paying out large cash dividends. This argument is different in nature from the free cash flow hypothesis, which posits cash payouts as a means of reducing the agency problem of excess cash holdings.
This study contends that the positive relationship between state ownership or ownership concentration and cash dividends does not necessarily indicate that controlling shareholders appropriate private benefits through a high level of cash dividends. Although the controlling shareholders (often the state or a state agency) of listed firms have the incentive to extract more liquid assets from these firms (Jian and Wong, 2010) , other investors (including the holders of tradable shares) receive the same level of cash dividends as do controlling shareholders. In addition, other tunneling methods such as related party transactions provide controlling shareholders with better access to valuable company assets and the more effective appropriation of private benefits (Jian and Wong, 2010) . Another argument against the tunneling hypothesis is that state control may not always have a negative influence on firms, as the state sometimes offers special support to certain strategic industries (Mueller, 2006) . Hence, to distinguish the free cash flow hypothesis from the tunneling hypothesis in explaining the dividend policy of Chinese listed firms, this study investigates the association between ownership control and the value of cash holdings and cash dividends. If the free cash flow hypothesis dominates (as it does in Pinkowitz et al. [2006] and Dittmar and Mahrt-Smith [2007] ), then investors will place a higher value on the dividends, and a lower value on the cash holdings, of firms with a higher degree of ownership control than those of firms with a lower degree of such control. If, in contrast, the tunneling hypothesis dominates (as it does in Lee and Xiao [2004] and Chen et al. [2009] ), then the value of dividends and cash holdings will be less in firms with a higher degree of ownership control than in firms with a lower degree of such control. According to the free cash flow hypothesis, the value of dividends should be higher in firms with greater ownership control and fewer investment opportunities, which implies a greater likelihood of expropriation. An interesting question is whether the dominance of either hypothesis is related to the firm's growth stages. Accordingly, this study further investigates the dominance of the two hypotheses in firms with different types of investment opportunities and ownership structures.
The study examines these research issues in a sample of Chinese listed firms from 1998 to 2006. The empirical evidence obtained shows that investors value both cash dividends and cash holdings more highly in firms with a low degree of ownership control relative to those with a high degree of such control, which appears to be more consistent with the tunneling than the free cash flow hypothesis. However, when investment opportunities are taken into account, the latter hypothesis holds greater explanatory power in firms with fewer investment opportunities; that is, investors place greater value on the cash dividends of firms with fewer investment opportunities and a high degree of ownership control than they do on those of firms with fewer such opportunities and less ownership control. Interestingly, investors tend to value the cash dividends of firms with more investment opportunities and less ownership control more highly than they do on those of firms with more investment opportunities and greater ownership control. This finding may be related to the special nature of the Chinese market, in which firms are required to pay out dividends to raise capital from markets. In other words, investors believe that firms with less ownership control and more investment opportunities have a lower probability of expropriation and truly need funds to support future investment projects; hence, these firms have brighter prospects.
This study contributes to the literature of both agency theory and international corporate governance. By investigating the value of cash holdings and cash dividends for firms with high and low degree of ownership control, it aims to resolve the debate surrounding the role played by cash dividends in asset expropriation by the controlling shareholders of Chinese listed firms. The findings of this study show that dividends are the major means by which the controlling shareholders of state-controlled firms extract company assets for their own private benefit. The study also contributes to the literature of cash holdings and corporate governance. In a rapidly growing economy, Chinese listed firms have a high level of capital demand to support their growth, and the most essential determinant of whether these firms can maintain a high level of cash holdings is the quality of investor protection. The results of this study consistently support the free cash flow hypothesis of agency theory in explaining the cash holdings and cash dividend payouts of Chinese listed firms with few growth opportunities. This study also serves as an example of the applicability of Anglo-Saxon theory to emerging markets.
The remainder of the paper is organized as follows. The following section reviews the literature related to cash, dividends, and shareholder protection, and develops the study's hypotheses. The next section first describes the data set and sample selection and then discusses the methodology employed and defines the variables. The paper then proceeds to a discussion of the empirical evidence on the value of cash holdings and cash dividends in firms with and without a high degree of ownership concentration and with and without good investment opportunities. Conclusions are drawn in the last section.
Cash Holdings, Dividends, and Shareholder Protection
The free cash flow hypothesis of agency theory suggests that a high level of cash holdings increases managerial discretion and provides managers with the incentive to engage in expropriation for their own private benefit. Papaioannou et al. (1992) suggest that managers tend to retain more cash as a privilege, and Myers and Rajan (1998) argue that they can obtain more private benefits from liquid assets. Opler et al. (1999) also document managers' preference for the control that comes with holding cash rather than paying dividends to stockholders. When firms have limited investment opportunities, retaining a high level of cash increases the likelihood of asset expropriation by managers because excess cash may effectively force them to overinvest, thereby damaging the interests of shareholders (Easterbrook, 1984; Jensen, 1986; Dittmar et al., 2003) . Paying dividends decreases both cash holdings and the agency cost of overinvestment (Jensen, Solberg, and Zorn, 1992; Kalcheva and Lins, 2007) . Nevertheless, holding a high level of cash is essential to firms with strong growth opportunities, because the greater business risks they face make them subject to higher external financing costs (Mueller, 2006) . Consequently, rapidly growing firms have the incentive to retain large cash holdings, which leads to a trade-off situation for their shareholders, that is, a tradeoff between losing high-return investment opportunities if the firms experience a shortage in funds due to cash payouts and facing the agency problem of excess cash holdings if they retain almost their cash. Whether a fastgrowing firm should retain most of its cash from shareholders depends on how well company assets and shareholder interests are protected (Chen, 2008) . A firm with better shareholder protection mechanisms should retain a high level of cash to meet the capital demand of investment opportunities.
In firms with a diverse ownership structure, greater insider ownership indicates better shareholder protection (eg greater than 5% such ownership in Opler et al. [1999] ), and it is less likely that these firms will hold excess cash (Opler et al., 1999; Ozkan and Ozkan, 2004) . In firms with a concentrated ownership structure, however, a higher degree of ownership may not necessarily indicate better shareholder protection. Instead, the agency problem in these firms is mostly attributed to the conflict of interest between controlling and minority shareholders (La Porta et al., 1999 . When outside shareholders are less protected, insiders are more likely to appropriate company assets for their own private benefit, thus reducing the value of cash holdings and boosting the value of cash dividends (Pinkowitz et al., 2006) .
The majority of Chinese listed firms are former SOEs. The major purpose of public listing the firms was to raise funds to improve the financial position of unprofitable SOEs. To be able to impose state policies on firms' decision making after their public offerings, the state retained a controlling stake in most of China's listed firms, and it restricts the trading of the majority of their shares on the country's stock exchanges. Furthermore, as the controlling shareholder, the state often has multiple and conflicting objectives. On one hand, it demands that the firms it controls become as competitive and efficient as privately owned enterprises, but on the other hand, it may impose the burden of social welfare on these firms (Shleifer and Vishny, 1994; Boycko, Shleifer, and Vishny, 1996; Frydman, Gray, Hessel, and Rapaczynski, 1999) , and thus they may not always be capable of operating as efficiently as other firms. Accordingly, the interests of minority shareholders are less likely to be given the highest priority. The negative relationship between state control or state ownership and firm value found in prior studies (Qi et al., 2000; Chen, 2001; Wei et al., 2005) suggests that such control or ownership has a negative impact on shareholder protection.
Hence, the free cash flow hypothesis, which suggests the positive effect of insider ownership on dividends, may not always be applicable in firms with a high level of ownership concentration, such as Chinese listed firms. A number of recent studies have thus proposed the tunneling hypothesis to explain the corporate dividend policies of Chinese listed firms (Lee and Xiao, 2004; Chen et al., 2009) . These researchers argue that, because the holders of non-tradable shares are unable to realize capital gains from the markets, these investors (primarily the state and state agencies) will ask for high dividend payouts to meet their capital needs in supporting other SOEs. They have found that greater state ownership or more concentrated ownership leads to a higher level of cash dividends, a finding they argue provides evidence of the expropriation of minority shareholders on the part of controlling shareholders. If the state indeed uses cash dividends to extract company assets to support unprofitable SOEs, then these may lose good investment opportunities due to a lack of funds. As a result, the firms' payout policy will be reflected in their lower market valuation by investors. Hence, if a high level of cash payouts constitutes a means of asset tunneling, then investors will value the dividends of firms with a higher degree of ownership control less highly than those of firms with a lower degree of such control.
The tunneling hypothesis does have limitations, however, especially when firms have good growth potential. Gul (1999) finds that investment opportunity is negatively associated with dividend payments in China. Lin et al. (2010) find an insignificant relationship between both ownership concentration and cash dividend preferences and state ownership and such preferences in fast-growing firms. In addition, Jian and Wong (2010) further find that group-controlled firms in China are more likely to manipulate earnings and tunnel company assets via related party transactions. Therefore, the relationship between ownership concentration and the value of cash dividends may be positive or negative, depending on the relative explanatory power of the free cash flow and tunneling hypotheses.
H1: If the free cash flow (tunneling) hypothesis is dominant in explaining cash dividends, investors place a higher (lower) value on the cash dividends of firms with higher ownership control than of firms with lower ownership control.
As previously stated, cash holdings provide mangers with greater opportunity to expropriate minority shareholders if they wish to do so, because turning such liquid assets into private benefits is less costly than transferring other assets (Myers and Rajan, 1998) . Shareholders should thus be concerned about the likelihood of being expropriated by controlling shareholders when firms have a high level of cash holdings, especially in a market with limited investor protection. In China, investors in tradable shares are less likely to influence company insiders in their decision-making relative to other countries, particularly when corporate ownership is highly concentrated. In firms in which investors' interests are not taken into account in the decision-making process, investors bear greater investment risk and thus place a lower value on the firms.
Firms with concentrated ownership have been found to have a higher degree of interest dispersion between large shareholders and minority shareholders, and the controlling shareholders of these firms are likely to pursue private benefits at the expense of minority shareholders (La Porta et al., 2000; Claessens et al., 2000) . Holding a large amount of cash is a good example of asset expropriation (Pinkowitz, 2006) . Chinese firms not only have a high degree of ownership concentration, but they are also likely to be controlled by the state or by state agencies. In addition, the special characteristics of the ownership structure of Chinese firms lead to more asset tunneling. Cash assets provide controlling shareholders with a good channel for asset expropriation. Accordingly, when firms experience a higher degree of ownership control, shareholder interests are less likely to be protected. Shareholders thus prefer firms to retain fewer cash holdings.
H2: Investors value the cash holdings of firms with greater ownership control less highly than those of firms with less ownership control.

Empirical Design and Data
To examine the association between ownership control and the value of cash holdings, this study adopts the model specifications of Faulkender and Wang (2006) , which are derived from the valuation model of Fama and French (1998) . The regression specification for this study is as follows.
where r is the stock return of firm i during fiscal year t; R is stock i's benchmark return in year t, and thus r -R represents the excess return of firm i in year t; ΔC is the change
in cash holdings; ΔE is the change in earnings before interest and tax plus interest; ΔNA is the change in total assets net of cash and cash equivalents; ΔI is the change in interest expenses; ΔD is the change in total cash dividends paid in a given year; C is the sum of cash and cash equivalents; Lev is leverage at the year end; and NF is net financing in the year. The interaction terms between the lag of the level of cash holdings and the change in cash holdings, and those between market leverage and the change in cash holdings, are also included in equation (1). All variables are deflated by the market value of equity, calculated as the sum of the market value of tradable shares and 30% of the stock price multiplied by the number of non-tradable shares at the beginning of year t to control for heteroskedasticity. Chen and Xiong (2001) find the value of non-tradable shares to be about 30% of tradable shares, and thus this study uses 30% of the stock price to determine the market value of non-tradable shares. The differences between the model adopted in this study and Faulkender and Wang's (2006) model are that research and development expenses are not included in the former, as there are differences in these expenses among Chinese listed firms, and the former includes stock dividend as a control variable. This regression model is applied to firms with high and low degree of ownership control using the ordinary least squares (OLS) method, and the coefficients of cash dividends and the change in cash holdings are then contrasted between the two sample groups by estimating the t-statistics of the coefficient difference in their independent variables. If the free cash flow hypothesis is dominant, then ß 5 will be higher; if, in contrast, the tunneling hypothesis is dominant, then ß 5 will be smaller for firms with greater ownership control.
This study adopts three proxies of ownership control. The first is the change in ownership concentration of the five largest investors, as measured by the Herfindahl Index (ΔH5). If ΔH5 is positive, then a value of 1 is assigned to the dummy variable ΔH5D, thus indicating a higher degree of ownership concentration and, accordingly, a higher probability of expropriation, and 0 otherwise. The second is private ultimate control (Private), which equals 1 if the firm is ultimately controlled by private or institutional investors, and 0 otherwise. Finally, the third proxy is state ultimate control (State), which equals 1 if the firm's ultimate controller is the state, and 0 otherwise.
The sources of data for the study include the database of the China Center for Economic Research in Peking University, which is published by Sinofin Information Service Ltd., and company financial statements collected from the websites of the Shanghai and Shenzhen Stock Exchanges. The sample covers all firms listed on these exchanges from 1998 to 2006. After eliminating firms with missing values for the key variables, the final sample comprises 8,487 firm-year observations. Table 1 shows the descriptive statistics of the key variables and some of the characteristics of Chinese listed firms.
Table 1. Descriptive Statistics
This table presents descriptive statistics of the key variables. ExcessReturn is the stock return of a firm less its benchmark return; ΔC is the change in cash holdings; ΔD is the change in cash dividends; ΔE is the change in earnings before interest and taxes plus interest; ΔNA is the change in total assets net of cash and cash equivalents; ΔI is the change in interest expenses; LagC is the level of cash holdings at the beginning of the year; StockD is stock dividends; Lev is leverage; NF is net financing in the year; CA is the ratio of cash to assets; ΔH5 is the change in ownership control; ΔH5D is the indicator variable for the change in ownership control, with 1 is assigned for a positive change; Q is the market-to-book ratio of assets; and State is an indicator variable for state ownership, with 1 is assigned for state ultimate control. All variables are deflated by the market value of beginning equity to control for heteroskedasticity. Panel A presents the statistics of the full sample. The median excess return relative to the market benchmark does not differ significantly between firms with private and nonprivate ultimate ownership control, although there is a significant difference between the two types of firms in the change in cash holdings and interest expenses. Although the firms controlled by private owners (0.256) have more debt than their non-privately owned counterparts (0.199), the degree of net financing is significantly lower among the former than the latter. In addition, private ownership-controlled firms (0.112) hold fewer assets in cash and cash equivalents than the non-private ownership-controlled firms (0.130). Pinkowitz et al. (2006) investigate the value of cash and dividends in 35 countries, but do not include China. Even though the ratio of cash dividends to total assets is higher in China than in the US or Japan, it is lower than that in many other countries. However, the ratio of cash holdings to total assets in China (0.153; Panel A) is higher than that in almost all countries except Japan.
Panel B shows the statistics for firms with and without private ultimate control, based on Private, and Panel C those for firms with and without state ultimate control, based on State. Relative to non-private firms, private firms have better investment opportunities and, on average, fewer cash dividends. Moreover, on average, non-private firms are more likely to experience increasing ownership concentration than private firms, which implies that the former are more likely than the latter to expropriate private benefits at investors' expense. In other words, given the fewer investment opportunities, more cash holdings, greater change in cash holdings, more cash dividends, and greater incentives for expropriation, these statistics imply that the controlling investors of Chinese listed firms, especially non-private firms, are more likely to extract private benefits from the firms' cash holdings and cash dividends, which is consistent with the expectations of this study. Similar results are obtained when State is used to distinguish the sample.
Panel D presents the statistics for firms experiencing an increased or decreased ownership concentration, based on ΔH5. Although firms experiencing a decreased ownership concentration have a significantly lower level of excess returns than those experiencing an increased ownership concentration, the former have more investment opportunities. In addition, although there are no significant differences between the firms in the change in cash holdings, change in cash dividends, or level of cash holdings, those with an increased ownership concentration are more likely to be state-controlled firms and to have owners with more incentives to expropriate benefits from the firm. Table 2 provides the estimations of equation (1), which are examined for the two subsamples based on the three proxies of ownership control: private ownership versus non-private ownership in panel A, state ownership versus non-state ownership in panel B, and increased ownership concentration versus decreased ownership concentration in Panel C.
Empirical Results
Table 2. Changes in Value of Cash and Ownership Control
This table presents the results of tests to determine whether the change in the value of cash is subject to ownership control. Three proxies of ownership control are used: private ownership in panel A, state ownership in panel B, and the change in ownership concentration (ΔH5D) in panel C. ExcessReturn is the stock return of a firm less its benchmark return; ΔC is the change in cash holdings; ΔD is the change in cash dividends; ΔE is the change in earnings before interest and taxes plus interest; ΔNA is the change in total assets net of cash and cash equivalents; ΔI is the change in interest expenses; LagC is the level of cash holdings at the beginning of the year; StockD is stock dividends; and Lev is leverage; NF is net financing in the year. All variables are deflated by the market value of beginning equity to control for heteroskedasticity. ***, **, and * represent statistical significance levels of 1%, 5%, and 10%, respectively. In all three panels, the coefficients of cash holdings are significantly higher in firms with less likelihood of expropriation (ie, private firms, non-state firms, and firms experiencing a decreased ownership concentration) than in those with greater such likelihood. This finding indicates that investors place a higher value on the cash holdings of firms with private ultimate control, non-state ultimate control, and a decreased ownership concentration (ie, a higher level of investor protection) than on those of firms with non-private ultimate control, state ultimate control, and an increased ownership concentration. Although investors value the cash dividends of firms with private ultimate control, non-state ultimate control, and a decreased ownership concentration more highly, the difference is not significant, thus providing weak support for the tunneling hypothesis. In addition, the results in the three panels also show that cash dividends make a greater contribution to firm value in firms with private ultimate control, nonstate ownership control, and a decreased ownership concentration, which is inconsistent with the findings in the literature (Pinkowitz et al., 2006; Dittmar and Mahrt-Smith, 2007) . This evidence raises the question: is it possible that the two hypotheses each dominate for different types of firms?
While the results in Table 2 are in favor of the tunneling hypothesis, one particular phenomenon in Chinese listed firms is that firms need to pay dividends in order to acquire extra funds from the capital market. It is likely that cash payouts are not only a means of reducing agency costs, but also a means of obtaining more funds in future. An unreported correlation test confirms this phenomenon, finding that cash holdings and cash dividends are significantly and positively related. Recall the results in Table 1 : firms with private ultimate control, non-state ultimate control, and a decreased ownership concentration have more investment opportunities, and thus they need to raise more funds to pursue these opportunities. As the cash in firms with more investment opportunities should be invested in such positive net present value (NPV) projects, and as the benefits from these projects may be better than those from expropriation, it is likely that these firms have fewer incentives to engage in expropriation at the expense of other investors. In sum, the need for funds, the benefits arising from expropriation, and the expropriation incentives of firms with different ownership structures and at different growth stages may be different. In other words, cash holdings and cash dividends may play different roles in different types of firms, and thus the dominance of the two hypotheses may differ under certain conditions. Accordingly, this study further considers ownership structure, growth stage, and the level of cash holdings to investigate whether the dominance of the free cash flow hypothesis or tunneling hypothesis is related to differences in firms' growth opportunities. This table shows the results of tests of whether the change in the value of cash is subject to ownership control and investment opportunities. The variables are defined in the same way as those in Tables 1 and 2 , and the subgroup classification is based on the directions of the change in ownership concentration (ΔH5D), the median value of investment opportunities (Q), and the type of ultimate controller (Private or State). ***, **, and * represent statistical significance levels of 1%, 5%, and 10%, respectively. Table 3 presents the regression estimations for firms with different expropriation incentives and possibilities by considering two of the three factors of change in ownership concentration, ultimate control, and investment opportunities. All of the observations in Panel A are classified into four groups based on the change in ownership concentration and private ultimate control. In the group with non-private ultimate control and a decreased ownership concentration, cash holdings and cash dividends are valued more highly than they are in firms with non-private ultimate control but an increased ownership concentration. In addition, investors place greater value on the cash dividends of firms with private ultimate control and a decreased ownership concentration than on those of firms with private ultimate control but an increased ownership concentration. These findings reflect investors' greater discounting of the cash holdings and cash dividends of firms with a higher probability of expropriation or stronger incentives to expropriate, which is consistent with the tunneling hypothesis. Moreover, cash dividends have the highest value in the group of firms with private ultimate control and a decreased ownership concentration. This finding provides further support for the tunneling hypothesis in that these firms have the fewest incentives to obtain benefits at the expense of investors, and thus investors will not consider their cash payouts a means of expropriation. The four subsamples in Panel B are defined based on the change in ownership concentration and state ultimate control, and the results are similar to those in Panel A, thus indicating that the results remain consistent in both proxies of the probability of asset expropriation and further strengthening the credibility of this study's empirical analyses.
The subsamples in Panel C are distinguished by a change in ownership concentration and investment opportunities. Although there is no significant difference in the value of cash holdings between firms with few investment opportunities and an increased ownership concentration and those with few investment opportunities and a decreased ownership concentration, investors tend to value the cash dividends of the former more highly than those of the latter. According to the free cash flow hypothesis, firms with fewer investment opportunities have more free cash flow problems, and thus cash payouts can mitigate the agency problems between investors and firms. In other words, investors place greater value on the cash dividends of firms with a greater likelihood of expropriation (eg, an increased ownership concentration). Thus, the results show that the free cash flow hypothesis dominates in firms with fewer investment opportunities, which demonstrates that investment opportunity is a key issue in determining which hypothesis is dominant.
The results also show that regardless of the likelihood of expropriation (ie, no matter whether there is a positive or negative change in ownership concentration), investors value the cash holdings of firms with more investment opportunities more highly than those of firms with fewer investment opportunities. This is because cash holdings are more important in allowing the former to fund investment projects. Moreover, the results also show that among firms with more investment opportunities, investors place greater value on the cash dividends of those with less likelihood of expropriation (ie, a decreased ownership concentration) and punish those with a greater such likelihood that pay out cash dividends. One explanation for this finding is that investors consider the cash payouts in the latter type of firms to be a means of expropriation. Another possible reason is that investors believe that firms with more investment opportunities should not pay out cash dividends, but rather should invest money in projects. However, among the four subsamples, investors place the highest value on the cash dividends of firms with more investment opportunities and a decreased ownership concentration, which implies that as long as firms have little likelihood of expropriation and bright prospects, investors consider cash payouts to be an evidence of good performance. This finding is also consistent with the aforementioned special phenomenon of China's capital market, that is, that the country's firms need to pay out cash dividends to raise funds from extra equity issuance. In sum, the free cash flow hypothesis is dominant in firms with fewer investment opportunities, which is consistent with our expectation; hence, investment opportunities should be taken into account when researchers attempt to distinguish which of the two hypotheses dominates the other.
The results in Table 3 indicate that the value of a firm's cash holdings and cash dividends is subject to the factors of ownership concentration, ultimate control, and investment opportunities. When firms have fewer investment opportunities, investors value the cash dividends of those with a greater probability of expropriation more highly, consistent with the free cash flow hypothesis. In addition, investors place the highest value on the cash dividends of firms under private or non-state ultimate control and those with more investment opportunities when these firms have little likelihood of expropriation in these firms are low (ie, a decreased ownership concentration). According to the free cash flow hypothesis, the agency problem is more severe in firms with few investment opportunities but large cash holdings, which implies that cash holdings may influence the likelihood of or incentives for expropriation. Table 3 considers only two of the three factors of interest in each panel. Thus, we now turn to further analysis of the value of cash holdings and cash dividends in two matrices: (1) ownership concentration, ultimate control, and investment opportunities, and (2) ownership concentration, investment opportunities, and the level of cash holdings. This table shows the results of tests of whether the change in the value of cash is subject to ownership control, ultimate control, investment opportunities and the level of cash holdings. The variables are defined in the same way as those in Tables 1 and 2 , and the subgroups classification is based on the directions of the change in ownership concentration (ΔH5D), the median value of investment opportunities (Q), the type of ultimate controller (Private or State), and the median value of cash holdings. ***, **, and * represent statistical significance level of 1%, 5%, and 10%, respectively. Table 4 shows the results with the change in ownership concentration, ultimate control, investment opportunities, and the level of cash holdings considered simultaneously. As can be seen from Panel A, among firms with fewer investment opportunities and non-private ultimate control, investors value the cash dividends of those experiencing an increased ownership concentration more highly than those of not experiencing such an increase. Because these firms have less need for cash holdings to fund investment projects, the agency problem becomes more severe when they hold a high level of cash, which is consistent with the free cash flow hypothesis. Among firms with fewer investment opportunities but private ultimate control, in contrast, investors place less value on the cash holdings of those experiencing an increased ownership concentration, as these firms are more likely to appropriate fund for their owners' private benefit. There is no significant difference in cash dividends between the two subsamples.
Among firms with more investment opportunities, investors place more value on the cash dividends of those experiencing a decreased ownership concentration, especially those under private ultimate control. This is because these firms have a lower likelihood of expropriation and need to pay out cash dividends to raise funds through extra equity issuance, consistent with the aforementioned special phenomenon in China. These findings show that when firms have more investment opportunities, neither hypothesis is necessarily applicable in explaining the payout policy, which again highlights the importance of investment opportunities. Panel B shows similar results, thus further confirming the findings presented thus far.
Panel C shows the results of simultaneously taking into account a change in ownership concentration, investment opportunities, and the level of cash holdings. Among firms with fewer investment opportunities, regardless of the level of cash holdings, investors place less value on cash holdings and more value on cash dividends when those firms have a higher probability of expropriation (ie, an increased ownership concentration), which is consistent with the free cash flow hypothesis that firms with few investment opportunities but a high level of cash holdings are more likely to suffer from the free cash flow problem, and thus cash dividends can alleviate the agency problem. Moreover, among firms with more investment opportunities, investors value the cash dividends of those experiencing a decreased ownership concentration more highly, especially if these firms have a low level of cash. There are three potential reasons for this finding: (1) the need to pay out cash dividends to obtain funds for investment projects is greater in these firms; (2) there is little opportunity for these firms to expropriate, as they have a low level of cash; and (3) these firms are in the growth stage, and investors thus believe that they have bright prospects.
To sum up, investors are indeed concerned with cash holdings and cash dividends, especially when firms are more likely to engage in expropriation, and it seems that the free cash flow hypothesis dominates the tunneling hypothesis in firms with fewer investment opportunities. Consistent with the special phenomenon in China's capital markets, investors place greater value on the cash dividends of firms with more investment opportunities, as it is reasonable to expect that these firms will pay out cash dividends to raise funds to support their investment projects.
Conclusions
The value of Chinese listed firms is evidenced herein to be inversely related to ownership concentration and control, because controlling shareholders have different objectives than minority shareholders, and the former are likely to appropriate funds for their own private benefit at the expense of the latter. An important issue is determining how these controlling shareholders harm firm vale and minority shareholder interests. In addition to its discussion of asset tunneling via related party transactions, the literature proposes that a high level of cash dividends provides the holders of nontradable shares, especially the state, with the opportunity to gain high returns. However, although offering large cash payouts may result in fewer internal funds for investment opportunities, these firms still have access to external financing due to preferential treatment from the state.
One essential condition for the argument that large cash dividend payouts are a means of expropriation to hold true is that investors would enjoy greater returns if firms paid smaller dividends. This study thus examines the association between ownership control and the value of cash holdings and dividends. When the degree of ownership control is high, there are more likely to be conflicts of interest between the controlling shareholders and outside shareholders. Thus, outside shareholders will value cash dividends more highly if the free cash flow hypothesis is dominant. If, however, cash dividends provide a means of asset tunneling, then investors will place less value on the cash dividends of firms with a higher degree of ownership control.
The results presented herein are rather more consistent with the free cash flow hypothesis than the tunneling hypothesis. Investors place the greatest value on the cash holdings of firms with a lower level of ownership control, private or non-state ultimate control, and more investment opportunities. These findings indicate that when shareholders are free of concerns over being expropriated, they prefer firms to hold more cash to pursue investment opportunities. In addition, investors value the cash dividends of firms with strong ownership concentration and fewer investment opportunities more highly, consistent with the free cash flow hypothesis. However, among firms with more investment opportunities, investors value the cash dividends of those with a decreased ownership concentration more highly. These findings suggest that if shareholders are free of concerns of being expropriated, they will accept firms' payouts of dividends to raise funds to support investment projects, which is again consistent with the aforementioned special phenomenon of capital markets in China.
This study contributes to the literature on agency theory and international corporate governance. By investigating the value of cash holdings and cash dividends for firms with high and low degree of ownership control, this study helps to resolve the dispute over the role played by cash dividends in asset expropriation on the part of controlling shareholders in Chinese listed firms. Its findings show that investors are concerned about the cash holdings and cash dividends that the controlling shareholders of state-controlled firms may extract from company assets for their own private benefit. The study also contributes to the literature on cash holdings. In a rapidly growing economy, Chinese listed firms have large capital demands to support their growth, and the most essential condition for these firms to be able to hold a high level of cash holdings is the quality of investor protection. The results of this study consistently support the free cash flow hypothesis of agency theory in explaining the cash holdings and cash dividend payouts of Chinese listed firms. They also serve as an example of the applicability of Anglo-Saxon theory to emerging markets.
The foundation of this study is the idea in the literature that investors in growing firms in countries with poor investor protection prefer more cash dividends and less cash holdings. With reference to prior evidence of a negative relationship between ownership control and firm value, this study follows most of the literature and considers the high degree of ownership control in China to be an indication of poor investor protection. However, there may be other indicators by which to identify the quality of such protection in examining this topic, which we leave to future research. Nevertheless, the empirical analyses presented herein are largely consistent with the literature, which serves to ensure the validity of the study's findings.
These findings have a number of practical implications. For example, in a growing economy, a higher level of cash holdings may be reasonable, as most firms enjoy a number of investment opportunities. Nevertheless, determining whether this higher level of cash holdings relative to comparable markets really results in better future performance merits further investigation. In addition, although large cash payouts do not necessarily mean the interests of minority shareholders are being expropriated, shareholders remain concerned over such payouts as they may result in the loss of good growth opportunities or an increase in the need for external financing. Even though the state may offer special financing treatment to firms in certain strategic industries, external financing still increases the cost of capital, and thus reduces the opportunities for high-return investments. Therefore, changing the corporate ownership structure or the rules of ownership control may be a necessary step for policy makers in emerging countries such as China if they wish to attract more investors and further develop their financial market. Further, company insiders may find that improving corporate governance to enhance investor protection boosts firm value, thus lowering the cost of capital and increasing the likelihood of future low-cost external financing.
